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American Institute of Accountants 
Examinations 


The spring examinations of the American 
Institute of Accountants will take place on 
Thursday and Friday, May 14 and 15, 1931. 


Annual Meeting, American Institute 
of Accountants 


The Institute's committee on meetings 
has commenced preparation for the annual 
meeting to be held at Philadelphia, Sep- 
tember 15 and 16, 1931. A tentative pro- 
gramme has been drafted for consideration 
and it is hoped will be available for publica- 
tion at an early date. 

The Bellevue-Stratford hotel has been 
selected as headquarters and will offer ample 
accommodations at moderate rates. The 
hotel is in the center of the city and is 
readily accessible from all railroad stations. 
It is also within walking distance of places 
in Philadelphia which are renowned for their 
historical interest. 

Hotel rates and details of railroad service 
from various parts of the country will be 
published in forthcoming issues of the Bulle- 
tin. 

The Pennsylvania Institute of Certified 
Public Accountants and the Philadelphia 
chapter of the Pennsylvania institute have 
offered codperation in making arrangements, 
Sand have assured members of the American 


wa institute of Accountants a warm welcome. 


As in past years, a general invitation will 
be extended to all persons interested in 
me accountancy to attend the open sessions of 

the meeting. 


1 


Institute Publications 


Under the Institute’s arrangement for 
publication and sale of accounting books in 
collaboration with The Century Company, 
New York, the sales of Institute publica- 
tions have increased noticeably. 

The first book to be published under the 
new arrangement is Fraud—Its Control 
through Accounts by George E. Bennett, 
which has been given a gratifying reception. 

C. P. A. Laws of the United States, which 
was published in response to many requests 
for a compilation of all the accountancy laws 
of this country, has naturally been sold 
less extensively. This book was published, 
without expectation of profit, for the con- 
venience of professional accountants and 
students, somewhat in the same manner as 
the expensive labor of publishing The Ac- 
countants’ Index was undertaken. It is be- 
lieved, however, that there are still some 
members of the Institute to whom C. P. A. 
Laws of the United States would be useful 
who have not purchased a copy. The com- 
mittee on publication believes that the book 
should have a place in every accounting of- 
fice and requests the coéperation of members 
who have not yet sent their orders. 

A tentative report of the special committee 
on terminology of the American Institute of 
Accountants is now in type and will be 
published in book form in the near future. 
The report consists of a complete compilation 
of definitions of words and phrases used in 
accounting, which have been published from 
time to time in The Journal of Accountancy 
during the past decade. The definitions 
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have been thoroughly reviewed and many 
changes have been made as a result of criti- 
cism. There are many additions to the 
original group of terms defined, and it is be- 
lieved that the book will be most helpful as 
a guide to current conceptions of the mean- 
ing of accounting terms. It is expected that 
many suggestions and criticisms will be re- 
ceived upon the appearance of this tentative 
report and possibly a later edition will be 
published embodying suggested changes. 
The report will make a book of about 200 


ges. 

Other books are in various stages of prog- 
ress and announcements about them will 
be made from time to time. Following is a 
list of the principal books published under 
the auspices of the American Institute of 
Accountants up to this time: 


The Accountants’ Index 


The Accountants’ Index 
(First and Second) 

Audit Working Papers, by J. Hugh 
Jackson 

Examination Questions, prepared by the 
Board of Examiners of the Institute 


Duties of the Junior Accountant, by W. B. 
Reynolds and F. W. Thornton 


The Balance-Sheet, by Charles B. Couch- 
man 

Introduction to Actuarial Science, by 
Harry Anson Finney 

Fraud—Its Control through Accounts, by 
George E. Bennett 


C. P. A. Laws of the United States 


Supplements 


Institute’s Committee Meets with 
Representatives of New York Stock 
Exchange 


The first joint meeting of the American 
Institute of Accountants’ special committee 
on codperation with stock exchanges and 
members of the committee on stock list of 
the New York stock exchange will be held 
February 16th. 

A discussion of problems upon which the 
two committees are collaborating will follow 
a dinner at the home of George O. May, 
chairman of the Institute’s committee. 


William C. Kirby 


Word has just been received of the death 
of William C. Kirby, a charter member of 
the American Institute of Accountants, and 
a member of its predecessor, the American 
Association of Public Accountants. He 
was a member of the firm of William C. 
Kirby & Co. and held C. P. A. certificates 
of Illinois and Iowa. Mr. Kirby was a 
member of many business and social clubs 
in Chicago. 


Horace H. Mitchell 


Horace H. Mitchell of Colorado Springs, 
Colorado, was killed in an automobile acci- 
dent some months ago. News of his death 
has just been received. He was a charter 
member of the American Institute of Ac- 
countants, a certified public accountant of 
Colorado, and had been in practice on his 
own account. 


Hugh R. Robertson 


Hugh R. Robertson of Minneapolis, a 
member of the American Institute of Ac- 
countants since 1919, died at his home on 
January 16th. Mr. Robertson was one of 
the pioneers of the accountancy profession 
in his part of the country, and at the time of 
his death was in practice under his own 
name. 


Standard Confirmation Form 


The American Institute of Accountants’ 
special committee on codperation with bank- 
ers has been giving consideration to the pos- 
sibility of devising a standard form of letter 
for confirmation by banks of various items in 
the accounts of clients. 

There is at present an utter lack of uni- 
formity in this particular among accounting 
firms and the suggestion has been made by 
banks that it would facilitate their replies 
to such requests if a standard procedure were 
followed by accountants. 

The Institute’s committee has obtained a 
number of specimen forms and letters, and 
expects in the near future to render an opin- 
ion on whether or not the proposal seems 


practicable. 
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Directory of Members 

The executive committee of the American 
Institute of Accountants has authorized the 
publication of a directory showing the firm 
affiliation of every member and associate of 
the Institute. 

A questionnaire was mailed to members 
and associates on February 5th in an en- 
deavor to obtain correct information for 
publication. 

It is hoped that each member and associ- 
ate will give this matter his prompt attention. 


Elections 


In the absence of protest the president of 
the Institute has declared elected as of 
February 10, 1931, the following applicants 
for admission as members and associates 
and for advancement to membership. 
These applicants were recommended for 
election by the board of examiners and re- 
ceived affirmative vote of the council by 
mail ballot: 


Advanced to Membership: 


Alexander H. Beard, New York 

Clyde C. Hale, Chicago 

Crawford C. Halsey, New York 

J. Brooks Heckert, Columbus 

William J. Madden, Chicago 

Karl K. Morris, Cleveland 

C. E. Rawlinson, Portland, Oregon 

Oswald E. Winzer, Chicago 
Admitted as Members: 


Jean F. Barry, Dallas 

William H. Eadie, San Bernardino, California 
Henry H. Gawthorp, Cleveland 
George Geekie, New York 
George E. Green, Havana, Cuba 
Charles Hummel, New York 
Francis E. Kepple, Fort Worth 
D. P. McAlpine, Dallas 

George W. McGrath, New York 
Chris M. Martin, Chicago 

Harry W. Moore, Los Angeles 
Frank C. Nelson, San Francisco 
William A. Paton, Ann Arbor 
Rodney F. Starkey, New York 
Roland N. Tremble, New York 
Egbert T. Vickery, San Francisco 
Floyd T. Webb, San Francisco 


Admitted as Associates: 


Robert I. Barry, Buffalo 
Alexander M. F. Deutsch, New York 
Harry W. Hills, Fresno 


Sidney B. Kahn, New York 

John H. Legh-Jones, San Francisco 

Francis N. Mullen, Elmira, New York 
William A. Waymouth, San Juan, Porto Rico 


Institute’s Brief on Accountant’s 
Liability 


Following is the text of a brief filed by the 
American Institute of Accountants as friend 
of the court in appeal of the case of Ulira- 
mares Corporation v. Touche, et al., before the 
court of appeals of the state of New York. 
The New York State Society of Certified 
Public Accountants concurred with the In- 
stitute in presenting this brief on behalf of 
the accountancy profession. 


COURT OF APPEALS OF THE STATE OF NEW 
YORK 
Ultramares Corporation, Plaintiff-Respondent-Ap- 
pellant, against Touche, et al., Defendants-A ppel- 
lants-Respondents. 


BRIEF ON BEHALF OF AMERICAN INSTI- 
TUTE OF ACCOUNTANTS AS AMICUS 
CURLH 
PRELIMINARY STATEMENT 


This case is before the court on cross appeals 
from a judgment of the appellate division in the 
first department. The plaintiff appeals from the 
unanimous decision of the appellate division which 
affirmed the decision of the trial court dismissing 
the second cause of action which was based upon 
a claim of fraud. The defendants appeal from the 
decision of the appellate division in so far as it 
reversed the decision of the trial court setting aside 
the verdict in favor of the plaintiff upon the first 
cause of action and in so far as it reinstated such 
verdict. Upon this point the appellate division 
was divided three to two. The first cause of action 
was based upon a claim of negligence. 

The action is brought by the plaintiff against the 
defendants for damages claimed to have been 
suffered by the plaintiff because of the negligence 
of the defendants in the performance of their 
duty as accountants. 

The basis of such claim is that the defendants, 
in preparing and submitting a certified balance- 
sheet of the financial condition of Fred Stern & 
Co., Inc., as of December 31, 1923, understated 
the liabilities of such corporation and overstated 
its assets. The total net difference resulting there- 
from, it is claimed, amounted to over a million 
dollars, so that, instead of having net assets as of 
that date of more than a million dollars, the corpo- 
ration was insolvent. 
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THE INTEREST OF AMERICAN INSTITUTE OF AC- 
COUNTANTS AS AMICUS CURL 


The American Institute of Accountants is a na- 
tional organization whose large membership is 
made up of persons engaged in the profession of 
accountancy. The reason for its interest in this 
case is the vital importance of the decision of the 
issues which are involved. Such decision will pro- 
foundly affect the manner in which the profession 
will beconducted throughout the country in the future. 

If the rule contended for by the plaintiff should 
finally be sustained, the more reputable and re- 
sponsible firms of accountants will not be able 
to afford to take the financial risk of a jury finding 
that the action of some subordinate constituted 
negligence by reason of which the accountants would 
be liable to the world for an indefinite and un- 
limited sum and for an indefinite and unlimited 
period. Such a rule would very seriously affect 
all business transacted where statements, certified 
by accountants, have been customarily used, as in 
connection with the lending of money by banks 
and the purchase of securities from bankers. 

The audit for credit purposes and the certified 
balance-sheet have their place, and the liability 
of an accountant to his employer, hitherto recog- 
nized, for the proper performance of such profes- 
sional duties, is fair and proper. To increase this 
liability, as contended for by the plaintiff in this 
case, would necessitate the accountant charging 
fees which would be prohibitive. If his liability 
for such service is to the world, and for an indefi- 
nite and unlimited amount, an accountant would 
be obliged to carry his examination to such an extent 
as would enable him to “know” that the statement 
was, in all its details, correct. Such an examina- 
tion would be impractical, and would cause the 
present practice and service to be discontinued. 
The utmost that is expected of an accountant 
under such circumstances, is an ‘‘opinion,’”’ and 
it is a matter for the judgment of the accountant 
how far, under the circumstances surrounding 
each case, his examination must be carried in order 
to enable him to express an opinion. 

In the case at bar there was no privity of con- 
tract and no direct relationship between the plain- 
tiff and the accountants, while on the other hand 
the fraud of the employer of the accountants in- 
tervened between the plaintiff and the account- 
ants, without which fraud the loss of the plaintiff 
would not have been suffered, and to which fraud 
the loss of the plaintiff can be attributed as proxi- 
mately due. To hold accountants liable under 
such circumstances would work great hardship 
upon the profession. 
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THE FACTS 


In order that the principles contended for by 
the American Institute of Accountants may be 
presented, and applied to the case at bar, it is 
necessary to state briefly the facts, the claim of 
the plaintiff and the defense of the defendants, as 
developed on the trial. 

About January 3, 1924, the president of the 
corporation, Fred Stern & Co., Inc. (which will in 
this brief be sometimes referred to as ‘Stern & 
Co.”) employed the defendants, members of the 
firm of Touche, Niven & Co., accountants, to make 
a balance-sheet audit of the books of Stern, as of 
December 31, 1923. This audit was finished 
February 26, 1924, and thirty-two counterparts 
of the certified balance-sheet were delivered to 
Stern & Co., of which the first eight were delivered 
February 26, 1924, and the others subsequently. 
The defendants were occupied over 300 hours in 
the audit for which they were paid $1,138 which 
included services and disbursements. 

The balance-sheet of Stern & Co. which was 
certified by the defendants showed assets of $2,- 
550,671.88, liabilities, secured and unsecured, of 
$1,479,956.62, contingent liabilities of $909,482.28 
and capital stock and surplus of $1,070,715.26. 
It is claimed that the balance-sheet so certified 
was incorrect and that Stern & Co. was at the 
time insolvent. 

The certificate of the defendants attached to 
the balance-sheet reads as follows: 


Toucue, NIVEN & Co. 
Public Accountants 
Eighty Maiden Lane 
New York 


February 26, 1924. 


CERTIFICATE OF AUDITORS 


We have examined the accounts of Fred Stern 
& Co., Inc. for the year ended December 31, 1923, 
and hereby certify that the annexed balance-sheet 
is in accordance therewith and with the information 
and explanations given us. We further certify 
that, subject to provisions for federal taxes on in- 
come, the said statement, in our opinion, presents a 
true and correct view of the financial condition of 
Fred Stern & Co., Inc., as at December 31, 1923. 

Toucue, Niven & Co. 
Public Accountants. 


As appeared from the books and records of 
Stern & Co., that corporation was borrowing 
moneys from various banks and corporations and 
owed money to various concerns. The last week 
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in March one of the counterparts of the balance- 
sheet and certificate prepared by the defendants 
for Stern & Co. was shown to the plaintiff by the 
president of Stern & Co. The defendants knew 
that reports of accountants were relied upon by 
banks extending credit. The trial court charged: 
“Upon this trial the defendants expressly admitted 
the fact that they knew generally that these reports 
would be used as financial statements to banks or 
to creditors, or to stockholders or to purchasers 
or sellers.’’ No money was borrowed by Stern & 
Co. from the plaintiff prior to April, 1924. Be- 
ginning April 5, 1924, and until December 23, 1924, 
various loans aggregating, without interest, 
$2,343,818, were made by the plaintiff to Stern & 
Co., all of which were repaid except the last four 
loans and a part of the next preceding loan, the 
loans so unpaid with interest to April 1, 1929, 
aggregating $250,237.40. According to the agree- 
ments between the plaintiff and Stern & Co. all 
the loans were to be secured by assignments of 
accounts receivable, which accounts were to be 
assigned as soon as the rubber, which was the basis 
of the loans, had been actually received by Stern & 
Co. from steamer or warehouse and shipped to 
customers of Stern & Co., at which time the cus- 
tomers of Stern & Co. would be notified of such 
shipments and of the assignments by Stern & Co. 
to the plaintiff of the accounts with the customers 
to secure the loans made by the plaintiff to Stern & 
Co. to finance the respective transactions. 

With respect to the earlier loans made by the 
plaintiff, the plan above outlined was carried out 
promptly and in detail, but with respect to the 
later loans, and particularly those which were not 
paid, the plaintiff did not insist upon the prompt 
assignments of the accounts and up to the time 
when Stern & Co. went into bankruptcy on January 
21, 1925, had failed to require the assignment of 
accounts in support of certain loans, by reason of 
which bankruptcy the plaintiff claims to have 
suffered a loss. 


THE CLAIM OF THE PLAINTIFF 


Based upon the above facts and others proved by 
the plaintiff during the course of the trial, the plain- 
tiff claims that the defendants were liable to the 
plaintiff for negligence in the preparation and cer- 
tification of the balance-sheet of Stern & Co., a 
counterpart of which balance-sheet and certificate 
had been delivered to it by Stern & Co. before any 
loans had been made by it to Stern & Co. and that 
upon such balance-sheet and certificate it relied in 
making such loans. 

This charge of negligence is based mainly, if 
not entirely, upon the following facts which are 


claimed by the plaintiff to have been established 
by evidence submitted at the trial: 

(1) That the defendants did not check up 
with all of the institutions lending money to 
Stern & Co. the accounts receivable of Stern & 
Co. held by such institutions as security for 
loans made by them, and that they should have 
done so because of the discrepancies which were 
shown on the reports to the defendants of some 
of the lending institutions which indicated that 
the same accounts receivable had been pledged 
by Stern & Co. with more than one lending 
institution; 

(2) That the defendants did not recognize 
certain credit items posted to the general ledger 
in November, 1923, aggregating $250,474, as 
being fictitious and not supported by proper 
sales invoices and did not recognize certain 
credit items posted to the general ledger in De- 
cember, 1923, aggregating $706,843.07, as being 
fictitious and not supported by proper sales 
invoices, the result being improper charges to 
accounts receivable, and improper credits to 
sales account and so ultimately to profit-and- 
loss account; 

(3) That the defendants did not recognize 
as being fictitious the United Baltic account 
which, as entered in the accounts-payable ledger, 
showed a balance on its face of about $113,000 
receivable by Stern & Co., instead of a balance 
payable by Stern & Co. to a creditor as this ac- 
count would normally show; 

(4) That in the inventory originally furnished 
to the defendants by Stern & Co. merchandise 
aggregating $215,795.27 was included which 
should not have been included, such inventory 
being corrected by the defendants to that extent 
during the audit; 

To sum up the claim of the plaintiff: The de- 
fendants trusted too much to the good faith of the 
persons who were officers of the corporation which 
employed them and did not pay sufficient atten- 
tion to danger signals which they should have re- 
garded. 


THE DEFENSE OF THE DEFENDANTS 


The defendants reply in substance and effect as 
follows: 


(1) With respect to all the claims of the 
plaintiff above set forth, the defendants reply 
generally: (a) that their audit was what is known 
technically as a balance-sheet audit, made as is 
customary by the testing and sampling method 
which tests and samples the accuracy of records 
by selecting a few items, the correctness of which, 
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if established, results in the acceptance of such 
records as being accurate, this method not pre- 
tending to be as exhaustive as a complete audit, 
the expense of which is often prohibitive; and 
(b) that it was “in accordance * * * with the 
information and explanations’ given to the 
defendants and that at the time it presented in 
their ‘‘opinion’’ a true and correct view of the 
financial condition of Stern & Co. as of December 
31, 1923. 

(2) With respect to claim No. (1) of the 
plaintiff above set forth, the defendants specifi- 
cally reply, that they had no reason to suspect 
the good faith of any of the officers of Stern & 
Co. and that the discrepancy observed in the as- 
signments of the accounts receivable was ex- 
plained by the officers of Stern & Co. to their 
satisfaction; that the reports obtained from 
lending institutions as to the accounts receivable 
held by them were not complete, and that the 
defendants took for the purposes of their audit 
the greater amount shown by the day to day 
record of Stern & Co. rather than the smaller 
amount as indicated by the reports of the banks. 

(3) With respect to claims Nos. (2) and (4) 
of the plaintiff above set forth, the defendants 
specifically reply, that there was nothing to in- 
dicate that the items in question were fictitious 
and that they received a certificate from the 
president and cashier of Stern & Co. to the effect 
that the inventory was correct and that all li- 
abilities to creditors, banks or bankers, in re- 
spect to the inventory were shown on the books 
of the corporation. 

(4) With respect to claim No. (3) above set 
forth, the defendants specifically reply, that 
they inquired of the officers of Stern & Co. and 
were informed that the United Baltic account 
showed an amount due from the creditor instead 
of an amount due to the creditor because the 
creditor had required Stern & Co. to deliver to 
it sterling credit in order to secure further pur- 
chases from the creditor by Stern & Co.; and 
that a further certificate was received from the 
president and cashier of Stern & Co. to the effect 
that all liabilities of Stern & Co., at December 
31, 1923, were shown on the books of the cor- 
poration at that date. 

(5) And further the defendants reply gen- 
erally, that they had made balance-sheet audits 
of Stern & Co., as of December 31st, of the pre- 
ceding years of 1920, 1921 and 1922, and that no 
unusual conditions had been found then to exist; 
that they were retained by the president of 
Stern & Co. to examine the books and accounts 


of Stern & Co. and to give their certificate as to 
its financial condition as of December 31, 1923, 
and that they had no cause to suspect his good 
faith, honesty or integrity; and that the errors 
in the books and accounts of Stern & Co. which 
were found by them, were such as often found 
in auditing, without causing unfavorable com- 
ment or suspicion, and that such errors were 
corrected before the audit was completed. 

The claims of the plaintiff and the replies of the 
defendants are set forth in this brief merely to 
indicate the character of the questions which are 
involved. The questions of negligence on the 
part of the defendants and of contributory negli- 
gence on the part of the plaintiff, are for the counsel 
for the plaintiff and the defendants to argue and 
will not be argued here, and negligence on the part 
of the defendants and lack of contributory negli- 
gence on the part of the plaintiff will be assumed 
for the purposes of this brief. 

It was only because negligence was in fact found 
by the jury to which, in the first instance, the ques- 
tion of negligence was submitted by the trial court, 
and was confirmed by the trial court in its opinion, 
that the American Institute of Accountants be- 
came interested in this case and secured leave to 
submit a brief as amicus curie. If there were 
no negligence attributed by the jury or court to 
the defendants, the defendants could not be held 
liable and it was only when the defendants, because 
of their alleged negligence, were held liable to a 
person with whom the defendants had no privity 
of contract and had not been in direct relationship, 
that the profession of accountants became interested 
and wished to be heard. 

This brief will present to the court: 


First, argument on behalf of the American In- 
stitute of Accountants on the facts: Assuming 
that the defendants were negligent, why, equitably 
and as a matter of expediency, they should not be 
held liable in damages to the plaintiff; and 

Second, argument on behalf of the American 
Institute of Accountants on the law: Assuming 
that the defendants were negligent, why, under 
the authorities, they should not be held liable in 
damages to the plaintiff. 


ARGUMENT ON THE FACTS 


Assuming for the purposes of this brief negligence 
on the part of the defendants. 

The American Institute of Accountants respect- 
fully submits that, even though negligence on the 
part of the defendants be assumed, the defendants 
should not be held liable in damages to the plain- 
tiff in this action for the following reasons: 
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(1) Form oF THE CERTIFICATE. The certificate 
of the defendants attached to the balance-sheet 
upon which this action has been brought, and be- 
cause of inaccuracies in which damages are claimed, 
is very clear. It consists of two sentences. In 
the first sentence occurs the statement that the 
accountants have “‘examined’’ the accounts and 
that they ‘‘certify’”’ that the annexed balance-sheet 
isin accordance with the accounts and “‘with the 
information and explanations” given to the ac- 
countants. There is no misstatement in this 
sentence. In the second sentence occurs the state- 
ment that the accountants ‘further certify” that, 
subject to the provisions of federal taxes on in- 
come, the statement, meaning the balance-sheet, 
in their ‘‘opinion” presents a true and correct 
view of the financial condition of Fred Stern & 
Co., Inc., as of December 31, 1923. There is no 
misstatement in this sentence. 

The first sentence states expressly, that the cer- 
tificate is based upon “information and explana- 
tions” given to the defendants and should put any 
one relying on such certificate upon notice to that 
effect. This is a distinct qualification of the cer- 
tificate. The second sentence indicates the pro- 
fessional character of the certificate in which, as 
is usual in the case of accountants’ certificates, 
it certifies to the “‘opinion’’ of the accountants that 
the statement certified is correct. 

A balance-sheet might be certified by account- 
ants as being in accordance with the books and re- 
cords under examination. Such certification might 
well be unqualified as it would be a certification 
merely to a fact, but standing alone it would be of 
little value, as such a certification would not in- 
clude within its terms or purpose an indication that 
the balance-sheet so certified correctly reflected 
the financial condition of the concern whose books 
and records were under examination. That would 
be quite a different thing and impossible of unquali- 
fied certification, and would be certifiable only upon 
“opinion.” Having this distinction in mind, it 
is apparent why accountants must necessarily base 
their certificate upon “opinion” where it goes 
beyond the physical entries, which in the last 
analysis may be false and so not correctly reflect 
actual conditions. 

In case of a qualifying certificate of this kind, 
Strangers should be compelled to come to the 
accountants if they expect to rely upon the certifi- 
cate, and so accountants would be informed as to the 
persons who wish to come into business relationship 
with them and would be protected from obligations 
to strangers. 

(2) RELATIONSHIP OF ACCOUNTANT TO Em- 
PLOYER. To hold an accountant liable, for his 


7 


negligence, to the person who employs him is not, 
under certain circumstances, unreasonable, because 
the accountant is able to consider the financial and 
moral risk and the responsibilities involved com- 
pared with the amount of the compensation. The 
character of the business, the character of the men 
whose accounts are being audited, the size of the 
transactions involved, the loss which may be 
occasioned by an inaccurate audit, the extent to 
which statements and certificates of the interested 
parties may be accepted as in confirmation or ex- 
planation of facts or of items, are all factors upon 
which an accountant has a right to rely when con- 
sidering whether or not to undertake the pro- 
fessional obligation of making an audit, particularly 
when the audit is not a complete one but is what is 
known as a balance-sheet audit. 

The arrangements of the accountant with, and 
his relationship to, his employer differ in each case, 
as do the instructions given and the limitations 
placed upon the accountant by his employer, 
but as to these, the world is ignorant. The char- 
acter of the audit to be made often depends upon 
such instructions and limitations. 

If the duty of an accountant is to be extended 
beyond the duty to his client, it should only be ex- 
tended in those cases where a direct relationship 
known to the accountant has been clearly estab- 
lished. The very nature of the work performed by 
the accountant makes this necessary. His work 
depends not only upon himself, but also upon 
others and upon the proper performance of their 
duties by others. It is part of an accountant’s 
work to determine how far certain investigations 
and tests should be made and how far other persons 
may be believed in their statements. This in- 
volves a matter of judgment and is never exactly 
determinable. To hold an accountant liable for 
a mistake of judgment of this character, to every- 
one who may rely on his opinion, would be to go far 
beyond the heretofore recognized rules of the 
business. 


(3) Tue CHaracTeR OF THE Aupit. A duty to 
his employer exclusively is entirely consonant 
with the service which accountants may be called 
upon to perform. An audit may be in the nature 
of a check against employees, for which, up to the 
present time, accountants would be justified in 
assuming that they would be liable solely to their 
employer. If an audit is for an employer chiefly 
fraud on the part of the employer is not a thing for 
which accountants should be liable, and damages for 
such fraud are eliminated unless there is liability 
to third parties, as contended for in the case at 
bar. 

An inquiry, however, from a third party, as in 
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this case from the plaintiff, might indicate that 
such an audit should be amplified so as to be against 
the employer of the accountant also, and so of a 
more thorough character. Not only this, but if it 
became evident that the audit was to become the 
basis of loans for large sums of money, and by many 
persons, it is conceivable that the accountants 
would refuse to give their certificate without making 
a complete audit, or at least without stating in detail 
what auditing measures had been taken to assure 
the adequacy or correctness of the audit, or what 
auditing measures had been omitted in making 
the audit. 

To Stern & Co., as employer of the defendants, 
was known the basis upon which the audit here 
under discussion was made, and so to it also was 
known what was included in the terms, ‘“‘infor- 
mation,” and “explanations,’’ which were used in 
the certificate of the defendants. The statement in 
the certificate, that the audit was in accordance 
with “information and explanations” given, was 
in itself sufficient to put the world on guard and 
inquiry, and so to the world there should be no ob- 
ligation or liability greater than already existed to 
the employer, who was acquainted with the “‘in- 
formation and explanations’ which had been 
given. 

Had the defendants been employed by one pro- 
posing to lend money to Stern & Co., they would 
have been informed or in a position to secure in- 
formation regarding the amount and terms of the 
proposed loan which would have enabled them to 
judge whether for the protection of their client, 
the lender, or for their own protection they should 
either make a more extensive audit or decline the 
engagement. The defendants did not know the 
plaintiff in this matter, and so were deprived of 
this opportunity. 

In this connection, the nature of the loans made 
by the plaintiff is important. Certainly it can not 
be argued that the defendants should be called 
upon to respond to the plaintiff in damages to any 
greater extent than if they had known of the pro- 
posed loans before they were made. Had the de- 
fendants known that the plaintiff was contemplating 
loans to Stern & Co., they would have known, also, 
that it was contemplated that the loans were to 
be secured by collateral and that the general finan- 
cial position of Stern & Co. would not affect the 
collectibility of the loans except in the event of the 
failure of the collateral. 

(4) Accountancy Nor an Exact ScIENCE. 
Accountancy is necessarily an inexact science. A 
balance-sheet is not a matter of fact. It must be 
in any event a matter of estimate and judgment—an 
“opinion.”” The balance-sheet which the ac- 


countant may prepare may be exactly in accordance 
with the books and records which he is examining, 
and to which he is certifying, and yet may not cor- 
rectly reflect, that is to say, may not present a true 
and correct view of the financial condition of the 
business whose books are certified. 

Indeed, the work of an accountant is generally 
supposed, and is claimed by this plaintiff, to involve 
the discovery of what may not appear at all in 
the books and the records, such as undisclosed liabili- 
ties; as well as the correction of what may be in 
the books and records, such as overvalued assets, 
Yet mistakes in the keeping of books and records 
are often, if not generally, unintentional; and the 
mere presence of a mistake does not necessarily 
indicate a corrupt intention. Some mistakes, in- 
tentional or unintentional, may be discovered from 
the books and records themselves, but these may 
be so manipulated as to make discovery often 
difficult and sometimes impossible. Other mis- 
takes may be discovered from outside sources 
only. 

There may be a hundred tests which might be 
used to determine the accuracy of books and rec- 
ords, but to use them all would be prohibitive 
as to cost and time. Which test is the one which 
will bring to light a particular condition or disclose 
a particular fact is unknown until after the event, 
as the accountant has no knowledge in advance 
against which particular condition precautions 
must be taken. The hind sight of a jury or of an 
accountant who makes an examination after a 
bankruptcy, is of course more perfect than the fore- 
sight of an original searcher for the truth. Without 
suspicion aroused, an audit of books and records 
need not be and, as a matter of fact and practice, 
is not as exhaustive as when an accountant has 
reason to believe that more than the usual investi- 
gation should be made. 

(5) oF Accountant. If an account- 
ant were liable to the world, he would be subject 
to claims unlimited in number, each one of which 
might be unlimited in amount. The liability 
would in no way be limited by the amount of the 
error, for each person who relied on the account- 
ant’s certificate might claim losses involving more 
than such amount. The verdict of the jury in the © 
case at bar, based on the claim of this plaintiff, 
is for $187,576.32. Is the accountant’s total aggre- 
gate liability to the world to be greater than it 
would have been to-his own client? 

The record shows that there were many other 
persons and concerns who had loaned money to 
Stern & Co., and the presence on this appeal of 
counsel for the Federal International Banking 
Company, which is stated in the brief submitted 
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on its behalf in the appellate division to be a plain- 
tiff in an action against the same defendants based 
upon a similar statement of facts, and the presence 
of an additional plaintiff, Equitable Trust Company 
of Baltimore, on the motion decided by this court 
in three actions against these defendants (248 
N. Y. 517, [1928]), and the two actions brought 
by The Chemical National Bank of New York 
and The American Exchange-Pacific Bank, re- 
spectively, against these defendants (222 App. 
Div. 737 [1927]), are sufficient indications that, 
on account of the insolvency of Stern & Co., these 
defendants may be,and probably will be, subjected to 
claims of an indefinite and unlimited amount which 
may well be in excess of the amount of the error. 
Can the error be multiplied without limit so as to 
pay the debts of Stern & Co. to any number of 
creditors who may have loaned with the knowledge, 
or even without the knowledge, that there were 
other lenders? Such a liability is not one that 
should be imposed upon a professional man who, 
at the most, is called upon to give only his ‘‘opinion.”’ 

An obligation of this kind might well be assumed 
by an accountant to persons certain with whom he is 
acquainted or whose reputation he knows, and of 
whose financial affairs he is informed, but to ask an 
accountant to subject his whole private fortune, 
as well as the amount invested by him in his busi- 
ness, to the unlimited risk involved in a certification 
to the world, is more than has ever been done before, 
and more than should be done, it is respectfully 
submitted, if the best interests of the business world 
and of the accountancy profession are to be con- 
sidered. No other profession under similar cir- 
cumstances is subject to such a risk, while it is 
doubtful whether any other profession involves 
greater, if as great, financial problems in its prac- 
tice; and no other profession probably is subjected 
so much to deliberate and intentional misinforma- 
tion as is accountancy. 

(6) Damaces FoR WuHIcH ACCOUNTANTS HAVE 
Been LiasBie. Hitherto the amount of 
damages for which accountants have been held liable 
has been within certain limitations. The liability 
of an accountant, for a mistake, to a corporation 
whose books are being audited, would be limited 
to the financial loss occasioned to the corporation 
by reason of the mistake. This would be compara- 
tively inconsiderable in amount. Personal claims 
for negligence against accountants have been those 
made by directors of corporations or others who 
have taken some action, such as the declara- 
tion of dividends, or the purchase of property, de- 
pending upon the audit made. In such situations 
fecovery has been allowed, but there the obliga- 
tion is definite and specifically limited. To make 


accountants liable for an indefinite obligation to 
an indefinite person has hitherto been considered as 
impractical. 

It is for the very reasons above suggested, in 
the United States, where the profession of account- 
ancy has been extensively practised for only about 
twenty years, and in England, which was the cradle 
of accountancy, that, in the absence of fraud, ac- 
countants have hitherto not been held liable for 
negligence unless there existed privity of contract 
or direct relationship. 

(7) CrrcuMSTANCES SURROUNDING THIS AUDIT. 
The circumstances surrounding the audit by the 
defendants of the books and records of Stern & 
Co. make the imposition in this case of an un- 
limited liability particularly burdensome and in- 
equitable, apart from the general considerations 
which have been above set forth. 

While in the case at bar Stern & Co. may not 
have sought directly to prevent the accountants 
from adopting any particular methods of investi- 
gation, the chief officers of Stern & Co. did cer- 
tainly disarm and mislead the accountants inten- 
tionally by their personal assurance as to the ac- 
curacy of certain books and records which were 
under examination and by the explanations which 
they gave of certain transactions concerning which 
the accountants desired to be informed. 

The plaintiff, as a party in relation to Stern & 
Co., was unknown to the defendants at the time the 
audit was made. The loans made by the plaintiff 
to Stern & Co. had not then been contemplated. 
The amount of the loans was, of course, unknown to 
everyone. The security upon which the loans were 
to be made had not then been determined or con- 
sidered, and the diligence of a possible lender with 
respect to such security was even still more im- 
possible to forecast. Such circumstances might 
be involved in any audit made by accountants 
under similar circumstances, which emphasizes the 
need and the equity of the rule which imposes a 
liability only in those cases where there is privity 
of contract, or at least direct relationship, and so 
notice of the character and extent of the obligation 
asked to be assumed. 

(8) Loans WerRE ON COLLATERAL. Further- 
more, the loans were in fact not unsecured loans on 
the faith of a balance-sheet or on the faith of an audit 
for credit purposes. They were, on the contrary, 
loans on collateral which was not properly handled. 

This failure to handle the collateral properly 
brings up much more than the question of con- 
tributory negligence. To be sure it brings up the 
question of the amount of damages which can be 
attributed to the alleged negligence of the defend- 
ants, for if the collateral had been properly handled 
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the damages could not have exceeded the excess of 
the amount of the loan over the realizable value of 
the collateral and there is no evidence that there 
would have been a loss if the collateral had been 
properly handled. It also brings up, however, 
the question whether there should be liability on 
the part of the accountants for any portion of the 
damages suffered by the plaintiff and, if so, for 
what portion. 

The circumstances surrounding the loan and the 
conditions exacted by the plaintiff would indicate 
that it was not content to rely and did not rely on 
the financial position of Stern & Co., as disclosed 
by the statements certified by the defendants as 
the basis of the grant of credit to Stern & Co., 
and that their reliance was on the collateral, and 
thus the cause of the loss to them was mainly, if 
not entirely, the failure of the collateral or the failure 
to secure the collateral. 

Not only this, but in a case of such character a 
very slight degree of negligence on the part of the 
accountants might result, or might be claimed to 
result, in a very large damage, according to the 
views of a jury to whom the question might be sub- 
mitted. As a matter of fact, nothing in this case 
appears to turn on the degree of grossness of the 
negligence, assuming that negligence existed. 

(9) Duat Nature or Loans. More than this, 
if we assume that the loans by the plaintiff were not 
loans solely on credit and were not loans solely on 
collateral, but that they were loans partly on 
credit and partly on collateral, then the loans had 
a dual nature, which would seem to give rise to two 
different causes of action. 

In so far as the loans were made on collateral, 
the loss to the plaintiff might be claimed to arise 
from the fact that the acountants did not discover 
that Stern & Co. was dealing with pledged assets 
in an improper manner. This in itself had no bear- 
ing on the correctness of the balance-sheet which 
was certified. The mere fact that Stern & Co. 
pledged the same collateral two or more times, would 
not affect its financial position. Its liabilities 
would remain the same; its assets would remain 
the same. The only difference would be that cer- 
tain liabilities which were believed to be secured 
would be found to be unsecured. 

In so far, however, as the plaintiff made a loan 
on the faith of the general financial position of 
Stern & Co. being sufficiently strong to insure its 
recovery of such part of its loan as might not be 
adequately covered by collateral, the loss to the 
plaintiff arises from the fact that the accountants 
did not present an accurate statement of the finan- 
cial position of Stern & Co., and for this under 
certain circumstances, they might properly be held 
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liable to their employer and to those with whom 
they might have come into direct relationship with 
reference to their certificate. 

This division of the question is of vital importance 
to accountants generally. It is sufficiently serious 
if accountants are held responsible for damages to 
their employer and to those with whom they come 
in direct relationship in respect to negligence, in 
presenting a financial statement which is known to 
them to be required by certain persons for certain 
purposes before giving credit. It would be even 
more serious if it is to be held that accountants are 
to be liable for any failure to disclose improper prac- 
tices of their employers which do not affect their 
financial position, but which might influence the 
course of action of persons dealing with them. This 
is something which is all-important, no matter how 
wide the responsibility of an accountant may be 
spread—the wider the spread the more important 
it becomes, as the ability of the accountant to pro- 
tect himself, owing to his absence of knowledge, be- 
comes less. 

(10) Srarure or Limitations. For how long 
was this unknown lender to have the right to rely 
upon the certificate of a firm of accountants with 
whom it had had no contract and no direct rela- 
tionship? To an unlimited number of persons and 
to an unlimited amount of obligation is there also 
to be added to the burden of accountants an indefi- 
nite and unlimited time during which the liability 
is to exist? And if there is to be a limited time, 
what is that limit? In the present case the bal- 
ance-sheet was as of December 31, 1923, and a 
copy of it was delivered to the plaintiff in March, 
1924. There was no loss on any loans which were 
made prior to December 1, 1924. When did the 
statute of limitations begin to run? If on the 
date that the employer delivers the balance-sheet 
and certificate to some one else, such date would 
be unknown to the defendants. 

If accountants are liable to the person by whom 
they have been employed and, under certain circum- 
stances, to certain persons with whom they have 
come in direct relationship and who so are known to 
them, they would at least know when their liability 
began and when it would terminate, but to stretch 
the rule of liability so as to include other persons 
and any number of other persons for an indefinite 
and unlimited time is to extend the rule far beyond 
the limits which the courts have heretofore fixed 
with regard to accountants and others engaged in 
similar lines of business. 


ARGUMENT ON THE LAW 


Assuming for the purposes of this brief negligence 
on the part of the defendants. 
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The following points of law, as established by 
the decisions of courts up to the present time, are 
respectfully submitted as bearing on the law ap- 
plicable to the facts of the case at bar. 


POINT I 


No case has been found in the United States 
or in England holding an accountant liable for 
damages for negligence where there was no privity 
of contract. 

No case has been cited upon the briefs submitted 
to the appellate division on the argument of the 
appeal to that court, in which an accountant has 
been held liable for negligence where there was no 
privity of contract. 

A careful search by counsel submitting this brief 
has failed to discover such a case either in the 
United States or in England. 


POINT II 


Only four cases in the United States have been 
found where liability has been sought to be im- 
posed upon accountants for negligence, and in none 
of these cases is the doctrine of privity of contract 
questioned, while in one case where the doctrine is 
involved it is expressly affirmed. 


In the briefs submitted by counsel for the parties 
in the case at bar, on the appeal to the appellate 
division, only four cases in the United States in- 
volving accountants were cited. A careful search 
by counsel presenting this brief has disclosed no 
additional ones. These four cases are the following: 


(1) Smith v. London Assurance Corporation, 109 
App. Div. 882 (1905). 

That was an action by accountants for services 
rendered. The defendant set up a counterclaim 
for moneys embezzled by one of the defendant’s 
employees, which embezzlement, it was alleged, 
would not and could not have occurred, but for 
the negligence of the plaintiffs in failing to check 
the accounts properly. 

On demurrer, the obligation of an accountant 
to exercise reasonable care and diligence in the 
practice of his profession was recognized; but the 
question of whether there would be such obliga- 
tion where there was no privity of contract did 
not arise as there was privity of contract between 
the plaintiffs and the defendant, the services of the 
accountants having been rendered to the defendant 
at its request. 


(2) City of East Grand Forks v. Steele, 121 Minn. 
296, 45 L. R. A. (N. S.) 205 (1913). 

That was an action to recover damages arising 
from the negligence of an accountant employed 
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by the city to make an audit. The subject of 
privity of contract, therefore, was not in question 
because the employment was direct. The city was 
allowed to recover back the amount paid by it to 
the defendants for their services, which were held 
to have been performed negligently. 

The “Note” on that case in the Lawyers Re- 
ports Annotated refers to the case of Smith v. Lon- 
don Assurance Corporation, supra, as being the 
one other case found on the subject of the liability 
of an accountant as a member of a skilled pro- 
fession for failure to exercise the ability and skill 
of the average person engaged in his branch of skilled 
labor. 

(3) Landell v. Lybrand, 264 Pa. 406, 8 A. L. R. 
461 (1919). 

That was an action by a plaintiff purchaser of 
stock against accountants for damages because the 
report of the accountants was incorrect. The 
plaintiff claimed the report was negligently made, 
that someone, other than the accountants, had 
shown it to him and that he had relied upon it. 
The Pennsylvania supreme court held that the 
defendant accountants were not liable to the plain- 
tiff as there was no privity of contract between 
them, the court stating in the course of its opinion: 

“There were no contractual relations be- 
tween the plaintiff and the defendants, and, if 
there is any liability from them to him, it must 
arise out of some breach of duty, for there is 
no averment that they made the report with 
intent to deceive him. The averment in the 
statement of claim is that the defendants were 
careless and negligent in making their report; 
but the plaintiff was a stranger to them and to 
it, and, as no duty rested upon them to him, 
they can not be guilty of any negligence of which 
he can complain.” 

This is the only authoritative statement in the 
United States, prior to the case at bar, in which 
the precise question here involved was passed upon. 
In it the Pennsylvania supreme court sustained 
the principle that contractual relationship must 
exist between a plaintiff and defendant accountants 
in order to sustain a cause of action in favor of the 
former. No case was cited by the Pennsylvania 
court which involved an accountant. 

In the annotation under the Landell case in 8 
A. L. R. on page 462 occurs the following state- 
ment: 

“The only cases other than the reported case 
(Landell v. Lybrand, ante, 461) which have been 
found involving the question of the liability of 
public accountants are those where contractual 
relations existed between them and the plaintiffs.”’ 


Bulletin of American Institute of Accountants 


Reference is made to the City of East Grand Forks 
and the Smith v. London Assurance Corporation 
cases, which are above referred to, and to no other 
American cases involving accountants. 


(4) Craig v. Anyon, 212 App. Div. 55 (1925), 
affirmed 242 N. Y. 569 (1926) by memorandum 

That was a case where plaintiffs sought to re- 
cover damages from the defendant accountants 
who had been employed by plaintiffs and who had 
performed their services negligently. The ques- 
tion of privity of contract, therefore, was not in- 
volved, and there were no principles or cases re- 
ferred to in the opinion of the court which are 
helpful in determining the questions presented by 
the case at bar. 

From the above discussion, it will be clear that 
so far as the authorities in the United States are 
concerned, they do not support the contention of 
the plaintiff, and the one case which is in point 
expressly sustains the contention of the defen- 
dants that there must be privity of contract in 
order to establish liability against an accountant 
for the negligent performance of his services. 


POINT Ill 


No case in the United States has been cited or 
found where under similar circumstances liability 
has been imposed without either privity of con- 
tract or direct relationship. 

The following are the chief cases cited by the 
counsel for the plaintiff in their briefs submitted 
to the appellate division in the case at bar, as sup- 
porting the contention that the rule of privity of 
contract, as it affects the liability of accountants, 
should be abrogated or at least modified. It is 
respectfully submitted that each of these cases is 
readily distinguishable from the case at bar. 


(1) MacPherson v. Buick Motor Company, 217 
N. Y. 382 (1916). 

In that case the owner of an automobile recovered 
damages from the manufacturer of the automobile 
for personal injuries received by the owner be- 
cause of an accident due to defect in a wheel which 
the manufacturer of the automobile had not itself 
made but had incorporated in its product, which 
defect it was held, should have been discovered by 
the manufacturer by inspection. The rule of lia- 
bility there applied holds a person responsible for 
negligence of a character which puts human life 
in imminent danger, such as the false labeling of a 
poison, a defect in a circular saw, a defect in a steam 
boiler, the erection of a scaffold, the defective manu- 
facture of a coffee urn, the destruction of a defective 
building, the furnishing of a defective rope with 
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knowledge of the purpose for which the rope was to 
be used. All of these cases involve a danger of 
injury to the person. The rule was originally 
applied to imp!ements of destruction or instrumen- 
talities intrinsically dangerous; but by the decision 
in the MacPherson case, the principle was extended 
in New York ‘“‘if the nature of a thing is such that 
it is reasonably certain to place life and limb in 
peril when negligently made,’ in which event “it 
is then a thing of danger.”’ In such cases it was 
held that the manufacturer of such thing of danger 
is under a duty to others than the purchaser to 
make such thing carefully. This court in the Mac- 
Pherson case stated: ‘‘That is as far as we are re- 
quired to go for the decision of this case,”’ adding, 
“The proximity or remoteness of the relation is 
a factor to be considered.” 

This doctrine of dangerous instrumentalities has 
never been applied by this court to cases involving 
injuries to property. Indeed, this court has defi- 
nitely stated in the case of P. G. Poultry Farm v. 
Newtown B.-P. Mfg. Co., 248 N. Y. 293 (1928), 
on page 296 that the answer as to whether this 
doctrine shall be further extended ‘‘to include 
damage to property rights as distinguished from 
personal injuries may prudently be reserved for 
the future.” 

The MacPherson case was decided by a divided 
court and was regarded as extending the rule there- 
tofore in force. The duty of the manufacturer, 
except in cases of dangerous instrumentalities, 
where life is imperiled, is limited to the immediate 
purchaser, and if this is so, the duty of an accountant 
should certainly be so limited, under the general 
tule that professional men are liable only to those 
who employ them or, at the most, to those with 
whom they are in direct relationship; and this — 
by the very nature of their employment, which 
consists in exercising judgment in passing upon the 
work of others rather than in the creation of a new 
product. 


(2) Glanzer v. Shepard, 233 N. Y. 236 (1922). 

In that case a plaintiff buyer of beans sought 
damages against a public weigher who had certi- 
fied as to the weight of the beans. While the 
weighing was done by the defendant as a public 
weigher at the request of the seller of the beans, 
the weigher was requested to furnish the plaintiff 
with a copy of his certificate, which was done. 
The return of the weigher recited that it had been 
made ‘‘by order of Bech Van Siclen & Co.,’’ the 
seller, ‘for G. Bros.,’’ the buyers. In that case 
the weigher not only was informed as to the per- 
son for whose benefit the weighing was done, but 
also was brought into direct relationship with the 
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buyer, by delivering to him the certificate in which 
his name appeared. Thus the defendant in that 
case had actual and exact knowledge of the pur- 
pose for which the information was desired by the 
plaintiff and the certificate by the defendant ran 
to the plaintiff. 

This presents quite a different state of facts 
from those in the case at bar. In the weighing 
case, the weigher was liable to only one purchaser, 
and he was known to him, whereas in the case at 
bar, if the rule contended for by the plaintiff is 
adopted, the defendants would be liable to in- 
numerable parties, all of whom were unknown 
to them at the time they gave their certificate. 
In the weighing case, also, the value of the beans was 
known to the weigher, who, at the most, would 
be subject to a liability limited to the amount of 
the error which might be made in the weighing of 
those particular beans. In the case at bar, how- 
ever, the amount of money to be loaned on the 
faith of the certificate was unknown to the defen- 
dants at the time the certificate was given; and 
in fact is unknown now. 

Another important distinguishing feature is that 
the nature of the service performed in the beans 
case was quite different from the nature of the 
service performed in the case at bar. The weigher 
was certifying to what was, in the last analysis, 
merely a fact easily ascertainable from the re- 
cording of the weighing machine—a demonstrable 
fact, not open to dispute. 

The professional man, however, including among 
others the accountant, is called upon to give his 
opinion as to a number of things and to give his 
opinion as to the resultant of a number of things 
which may not be and often are not demonstrable 
beyond the possibility of dispute. He deals with 
more than purely tangible, inanimate property. 
Within the scope of his work fall many intangible 
and uncertain elements. His problems are, in most, 
if not all cases, of such a character that with respect 
to them different persons may honestly differ in 
their conclusions. 

While the amount of possible damages does not 
necessarily determine the application of a princi- 
ple of law or the principle of law which should be 
applied, it is significant that the erroneous certificate 
of the public weigher in that case resulted in a 
claim of $1,261.26, which could not be increased 
or multiplied by other claims for the same error in 
the performance of the same duty. If the plaintiff 
in the case at bar succeeds, the error of the ac- 
countants will make them liable not only for the 
sum of $187,576.32 which is the amount of the 
damage here sought, but also for an unlimited 
amount of further damages suffered by other and 
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perhaps many other persons based upon the same 
error. The character of the service, the number 
of parties involved, and the amount of possible 
damage, all differentiate the bean case from the 
case at bar. 

In no case which was cited by the court in its 
opinion in the Glanzer case was the duty of the 
defendant to the plaintiff so far removed as in the 
case at bar. In none of the cases cited was the 
service, which was performed, one involving judg- 
ment, and in every case the person affected was 
known, individually, to the person performing the 
service. 

It is recognized that the question is not so much 
who pays for the service, but rather how far, and 
to what persons and in what amount, the duty or 
obligation may be extended. The Glanzer case 
certainly does not at all reach the point of decid- 
ing that an accountant may be held liable to a 
person unknown to him. 

(3) International Products Company v. Erie 
Railroad Company, 244 N. Y. 331 (1927). 

That case involved the claim of a plaintiff who 
requested information from the defendant railroad 
as to the dock where certain goods of the plaintiff 
were to be stored in order that they might be in- 
sured for the plaintiff's benefit. The railroad com- 
pany gave wrong information as to the location 
of the goods, by reason of which the plaintiff did 
not recover its insurance on the goods which were 
destroyed by fire. In that case there was a direct 
relationship between the parties. There was a 
certification as to a fact which was readily ascer- 
tainable. Therefore in that case no doubt was 
cast on the necessity of privity of contract because 
privity of contract or direct relationship clearly 
existed. There is nothing in the facts of that 
case which would seem to give any assistance in 
solving the problem before this court in the case 
at bar. 

(4) Doyle v. Chatham and Phenix National Bank, 
253 N. Y. 369 (1930). 

That was an action by the owner of certain 
bonds against the defendant bank, which was act- 
ing as trustee under an indenture of trust. The 
action was based on the ground that the certificate 
of the defendant was to the effect that it held a 
certain type of collateral as security for bonds 
when, in fact, it did not. There was involved 
merely a statement of fact, easily ascertainable, 
subject to no judgment or opinion, and without 
qualification. More than that, an error in the 
certificate would make the bank liable to only 
such persons as might hold the bonds, and the 
limit of the liability would be the amount of the 
bonds or their value, if secured by the collateral 
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supposed to be held. In the opinion of the court 
in that case, referring to the Glanzer and the In- 
ternational Products Company cases, it was said 
on page 378: 


“No relationship had been established, be- 
tween the plaintiff and the defendant, in either 
of these cases, when the careless statement was 
made. In the one, the plaintiff had no contract 
relationship with the weigher; in the other the 
relationship of bailor and bailee had not been 
initiated, for the goods had not been received. 
Nevertheless the negligent statements gave rise 
to causes of action.” 


It is true that in the beans case and in the ware- 
house case there may have been no contract rela- 
tionship between the plaintiff and the defendant, 
still, and this is an important distinction, in each 
case a direct relationship arose before liability was 
incurred, the bean weigher, himself, putting the 
buyer’s name in the certificate of weight and send- 
ing it to the buyer, and the railroad company send- 
ing its statement of locality direct to the owner 
of the goods who wished to insure them. 

The certificate of the defendant in the Doyle 
case was given for the sole purpose that it should 
be relied upon by the holders of the bonds which 
were supposed to be secured by the collateral con- 
cerning which the defendant gave its certificate. 
The class of persons who might rely upon the cer- 
tificate was definite and limited, and the defendant 
expected and intended that such persons should 
rely on the certificate. The names, personalities, 
financial responsibility and character of the holders 
of the bonds were, indeed, not known to the de- 
fendant, but these were not material in that case. 
The fact that the persons who were to rely and who, 
in fact, relied upon the certificate, were bondholders, 
definitely fixed them in the scheme of things and 
fixed their rights, which were determined by the 
indenture of trust. 


(5) While, perhaps, the rules of liability, with 
reference to the conduct of human affairs which 
are constantly changing, must also change and be 
extended, such changes and extensions should be 
based upon the rule of reason and the necessities 
of the situations which are created by the changes 
in our commercial and economic life. 

The rule of liability in the class of cases to which 
the MacPherson case belongs has no force in the 
case at bar. When human life is endangered, one 
may be made to act at peril. But such an extreme 
rule should only apply when demanded by peculiar 
exigencies. It is too large a responsibility to place 
upon the performance of the ordinary everyday 
business. 


14 


As the other cases cited by the defendant show, 
the court has never found liability for negligent 
statements unless there was not only some tie be- 
tween the parties, but also a misstatement con- 
cerning conclusions involving no exercise of judg- 
ment, but merely the recording of a condition 
clearly apparent from the physical act of observa- 
tion. 

As the case at bar does not qualify in either of 
these respects, there seems no reason to extend 
the doctrine to cover the present defendants. 

(6) In the prevailing opinion of the appellate 
division in this case the liability of accountants is 
based squarely on the Glanzer case, which is evi- 
dently considered as controlling. No distinction 
between the case at bar and the Glanzer case ap- 
parently is recognized and in effect the duty of a 
professional man to the world for his expression 
of an opinion is held to be the same as the duty 
of a public weigher to a person to whom he, him- 
self, presents a weigher’s certificate as to the weight 
of beans, a fact which is easily determinable and 
with respect to which there can be no differences 
of opinion or judgment. Not only this, but the 
words of futurity in the opinion, where it treats of 
the ‘‘faith that such duty will be properly performed”’ 
and of the recovery against public weighers who 
were ‘‘to make return of the weight and ¢o furnish 
buyers with a copy” would indicate that the learned 
justice who wrote the prevailing opinion had par- 
ticularly in mind the facts of the Glanzer case, 
which involved a knowledge on the part of the 
public weigher before his service was performed 
that his certificate would be delivered by him to 
a certain prospective buyer of the merchandise 
being weighed. 

As before stated, the work of the accountants 
in the case at bar had already been performed be- 
fore the loans were even contemplated by the lender. 
Nor did the accountants know of the loans made 
by the plaintiff to Stern & Co. until long after the 
time when, it is claimed, a liability arose. In fact, 
the first loan was not made for over a month after 
the audit had been completed and the certificate 
delivered to Stern & Co., and the loans upon which 
losses were sustained were not made until many 
months after the date of the accountants’ certificate, 
at a time when the balance-sheet and certificate 
should no longer have been relied upon. From the 
above facts a majority of the learned justices of the 
appellate division held, in effect, that a duty ex- 
isted, not only to Stern & Co., but also to those 
who relied upon the balance-sheet and certificate, 
without apparent limitation. 

The prevailing opinion assumes that the certifi- 
cate of the accountants was unqualified and gives 
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no effect to that portion of the certificate which 
states that it is in accordance with “information 
and explanations given us.’’ In this respect, it is 
submitted, the prevailing opinion is in error. The 
qualifying effect of the statement that the certifi- 
cate is based on the “information and explanations 
given” to the defendants, is fully discussed in other 
portions of this brief. 

The prevailing opinion also assumes that the 
defendants were ‘independent accountants” and 
so under a ‘‘duty’”’ to banks and merchants who 
might make loans upon their audit. On the con- 
trary, the defendants are virtually deprived of 
their independence by the prevailing opinion in 
that they are forced into a position of owing a 
“duty” to persons with whom they are not ac- 
quainted, and of being held liable for loans, the 
amounts and terms of which are unknown to them. 

The dissenting opinion in the appellate division 
in this case points out that the audit which was 
made by the accountants was not made for any 
particular person or class of persons. The lender 
was, at most, a member of one of several classes to 
whom the balance-sheet and certificate of the ac- 
countants might be delivered. Not only lenders, 
but creditors, stockholders, purchasers, sellers and 
perhaps other classes of persons might claim to be 
a part of the world to which these defendants should 
be alible. The lenders, if considered as a class, 
were absolutely indefinite in number and charac- 
ter and also in the amount of their loans. The 
dissenting opinion held, in effect, that under such 
circumstances the defendants were under no duty 
to the plaintiff. 

The prevailing opinion in the appellate division 
takes the step beyond the prior decisions of this 
court which the dissenting opinion urges should 
not be taken. 


POINT IV 


In similar lines of conduct and business the doctrine 
of the necessity of privity of contract, with relation 
to liability, is recognized, in the absence of fraud. 
The obligation of an attorney in the absence of 
fraud has been held to be limited to his client. 


National Savings Bank v. Ward, 100 U.S. 195 (1879). 


In that case it was held that where the wrongful 
act is not of a dangerous character and was not 
performed pursuant to a legal duty, the negligent 
party is in general liable only to the person with 
whom he contracted and then upon the ground of 
negligence as a breach of the contract. In that 
case, an attorney was employed by the owner of 
real property to investigate his title, and the plain- 
tiff bank loaned money upon the faith of the at- 
torney’s report. The court ruled that some privity 


of contract arising from an actual employment of 
the defendant by the plaintiff was necessary to 
enable the latter to maintain the action. 

Commenting upon the facts, the prevailing opin- 
ion sums up as follows: 


“Suffice it to say these parties never met, and 
there was no communication of any kind be- 
tween the defendant and the brokers, or the len- 
ders of the money. Nothing of the kind is pre- 
tended, the only suggestion in that direction 
being that it may be held that the applicant for 
the loan, when he employed the defendant may 
be regarded as the agent of the plaintiffs. Such 
suggestion being entirely without evidence to 
support it, is entitled to no weight, especially 
as it appears that the principal certificate was 
procured several days before any interview upon 
the subject of the loan took place between the 
brokers and the plaintiffs.” 


The last sentence is particularly interesting as it 
describes practically what took place in the case 
at bar where the certificate of the accountants 
was given “before any interview on the subject 
of the loan took place’ between Stern & Co. and 
the plaintiff. It might be remarked, however, 
that in addition to the above considerations the 
service of an abstracter, who fails merely to find 
on the records a note of a certain document is 
quite different from the work of an accountant whose 
services involve the exercise of considerably more 
judgment and who therefore has even greater 
claims upon the protection afforded by applica- 
tion of the doctrine of privity of contract or direct 
relationship to his service. An abstracter has noth- 
ing to do with human nature or individuals while 
the accountant’s duty almost invariably and un- 
avoidably involves such factors. 

The history of this rule in the state of New 
York, as it affects attorneys, is confined, so far as 
the writers of this brief are informed, to the one 
case of Matter of Cushman, 95 Misc. 9 (1916) 
where the defendant’s testator, an attorney, stated 
to the plaintiff, who had not employed him, that 
the plaintiff's grantor had an absolute divorce, 
which was not the fact, so leaving the plaintiff’s 
land subject to dower rights. The court on page 
13 held: 


“The claimant’s attorneys have practically 
abandoned their claim for negligence. They 
probably have concluded that there was no such 
privity of contract or employment between the 
testator and the claimant as to create a liability 
for negligence and that the testator owed no duty 
of diligence to the claimant. At any rate I 
hold such to be the law.” 
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The history of this rule in the state of New 
York as it affects the abstracting of title is found 
in the following cases only: 

The case of Day v. Reynolds, 23 Hun 131 (1880), 
was one where an owner applied for a search from 
a county clerk’s office upon which the plaintiff 
made a loan and, being unable to collect the money 
on his bond and mortgage, brought an action against 
the county clerk to recover damages for his negli- 
gence in omitting a deed from the search. It was 
held upon the authority of the National Savings 
Bank case that the obligation which the defendant 
incurred was to the owner and that such case should 
not be governed by a different rule from the National 
Savings Bank case on the ground that the defen- 
dant in the Day case was a county clerk and in the 
National Savings Bank case was an attorney. The 
court in its opinion stated: 


“If the claim of the plaintiff is correct, we do 
not see where the liability of the defendant will 
end.” 


The case of Glawatz v. People’s Guaranty Search 
Co., 49 App. Div. 465 (1900), was next in point of 
time, and was one where the certificate of a com- 
pany as to an abstract of title was issued in favor 
of a person certain and his “heirs, devisees and 
grantees,” (italics ours), and to a mortgagee cer- 
tain. An encumbrance in the shape of a mortgage 
was stated on the search of the abstract to be for 
$3,000 when, as a matter of fact, it was for $3,200. 
The person certain to whom the abstract was de- 
livered conveyed the premises upon which the 
mortgage rested to another and that other con- 
veyed such property to the plaintiff to whom the 
certified abstract of title was delivered by some- 
one other than the defendant, the plaintiff bring- 
ing suit against the defendant in consequence of 
the erroneous statement in the abstract causing 
her to pay $200 more than she otherwise would 
have paid. The court held, there being no privity 
of contract between the plaintiff and the defen- 
dant, that the plaintiff could not recover. The 
opinion refers to the fact that the plaintiff was not 
the immediate grantee of the person to whom the 
abstract was delivered, the plaintiff deriving her 
title through a mesne conveyance, and, in further 
commenting on this question, states: 


“* * * if she is entitled to claim any benefit 
from the defendant’s contract, why is not her 
grantee and any subsequent grantee, however 
remote? * * * Certainly, if her contention is 
well founded, it would be difficult to determine 
just where and when, and with whom such a 
right of action would terminate; and this fact 
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of itself demonstrates, we think, the inherent 
weakness of the plaintiff’s position, as well as 
the propriety of the limitation placed upon the 
doctrine established by the case of Lawrence v. 
Fox” (p. 469). 


The case of Lockwood v. Title Ins. Co. of New 
York, 73 Misc. Rep. 296 (1911) is to the same effect 
and cites with approval the Glawatz case. 

In the recent case of Cole v. Vincent, 229 App. 
Div. 520, fourth department (1930), the question 
of the liability of a county clerk and of an abstract 
company for failure to search a title properly, 
was involved. The abstract was ordered by the 
agent of the grantor of the property. Such agent 
turned over the certificate of search to the attorney 
for the plaintiff who bought the property. The 
trial court directed a verdict against the county 
clerk and the abstract company. The majority 
of the appellate division in effect held that the 
question as to whether or not the abstract com- 
pany owed a duty of care to the plaintiff was a 
question of fact for the jury. 

We understand that the Cole case has been set- 
tled and so will not come before this court. Al- 
though the issues are not presented as clearly as 
might be desired, it would seem that the appellate 
division in the fourth department in the Cole case 
intended to extend the doctrine of the Glanzer 
case in much the same fashion as the appellate di- 
vision in the first department attempted to ex- 
tend such doctrine in the case at bar. This empha- 
sizes the importance of a further consideration by 
this court of the doctrine in question for the guidance 
of the lower courts of this state. 

The opinion in the Cole case, however, is not as 
strong authority as the prevailing opinion in the 
appellate division in the case at bar for the conten- 
tion of the plaintiff, inasmuch as the work of an 
abstract company, or even of a lawyer in prepar- 
ing an abstract, differs from the work of a lawyer 
giving general advice, or of an accountant giving 
his opinion as to a financial condition. The con- 
dition of a judgment book, or of the records of 
a county clerk’s office are demonstrable facts, not 
open to dispute, while the work of an accountant 
is not of that character. 

The case of Courteen Seed Co. v. Hong Kong & 
S. B. Co. 245 N. Y. 377 (1927) sets a limit upon 
the doctrine established by the Glanzer and the 
International Products Company cases. In that case 
the plaintiff accepted certain merchandise which it 
would otherwise have rejected, relying upon a cable 
sent by the branch bank of the defendant to the 
defendant, which indicated that a draft had been 
accepted which was binding upon the plaintiff. 
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The fact was that the draft was not binding upon 
the plaintiff because it had not been accepted 
within the expiry date contained in the letter of 
credit against which it was drawn. The cable 
in question was delivered by the defendant to the 
Union Trust Company, which communicated the 
same to the plaintiff. This court held that the 
defendant bank owed no duty of diligence to the 
plaintiff, and distinguished the Courteen case from 
the Glanzer and International Products Company 
cases, stating on page 381 of the opinion: ‘There 
must be knowledge or its equivalent that the in- 
formation is desired for a serious purpose; that he 
to whom it is given intends to rely and act upon it; 
that if false or erroneous he will, because of it, be 
injured in person or property.’’ (The italics are 
the court’s.) Here the necessity of direct rela- 
tionship is expressly recognized. 

In the highest courts of other states the doctrine 
of the necessity of privity of contract with respect 
to abstractors of title, inspectors and testers of con- 
struction and building materials and of grain, has 
long been recognized and adopted. Talpey v. 
Wright, 61 Ark. 275 (1895); National Iron & Steel 
Co. v. Hunt, 312 Ill. 245 (1924); Gordon v. Livings- 
ton, 12 Mo. App. 267 (1882); Thomas v. The Guaran- 
tee Title & Trust Co., 81 Ohio St. 432 (1910); Equi- 
table Building & Loan Association v. Bank of Com- 
merce and Trust Co., 118 Tenn. 678 (1907). 


In the case of National Iron & Steel Co. v. Hunt, 
supra, the court in its opinion distinguished the 
Glanzer case by its statement on pages 249 and 
250 that: 


“Plaintiff in error did not deliver a certificate 
of inspection to defendant in error, nor were 
they advised by defendant in error that it was 
going to rely upon their inspection.” 


POINT V 


The likelihood that a certificate will be relied 
upon by strangers does not make accountants 
liable to strangers. 

It is claimed by the plaintiff that the defendants 
in this case knew that the audit was being made 
for the benefit of persons who might be interested 
in the financial condition of Stern & Co. and that 
for this reason a number of balance-sheets were re- 
quested by Stern & Co. to be authenticated origi- 
nally by the defendants. Even assuming this 
were so, the duty to such persons, claimed by 
the plaintiff to exist, did not necessarily follow 
and the defendants were not thereby notified that 
they might be called upon to respond in damages 
to an unlimited number of lenders with whom 
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they were not acquainted and in amounts which 
they could not estimate. Even though the defen- 
dants knew that their certificate might be or would 
be used as financial statements to banks, or to 
creditors, or to stockholders, or to purchasers, or 
sellers, the knowledge on the part of the defendants 
so indicated was far too uncertain to establish 
either privity of contract or direct relationship 
between them and any particular person who 
might fall within the above description. 

The case of National Savings Bank v. Ward, 
supra, is an authority on this particular phase of 
the matter, the evidence for the defendant in that 
case showing 


“that the said Chapman did not communicate 
to the defendant for what purpose he wanted 
the certificate; but that, unless a contrary opin- 
ion were expressed, he, defendant, would have 
supposed from the usual course of business know- 
ing Chapman to be the owner of the property 
about to be examined, that the certificate was 
obtained for the use of a prospective lender 
or purchaser.” (See page 8 of the record in that 
case which is found in volume 7 of the transcript 
of records of the supreme court for the October 
term, 1879, at page 5123.) 


The United States supreme court affirmed a 
verdict which had been directed for the defendant 
on this evidence. 

The prevailing opinion of the United States 
supreme court was to the effect that this was not 
sufficient to establish liability for negligence to 
persons who might rely on the certificate since the 
defendant ‘‘never performed any such service at 
their request and in their behalf,”’ and since there 
was “no evidence tending to show any privity of 
contract between them and the defendant.” 

To the same effect is the case of Thomas v. The 
Guarantee Title & Trust Company, supra. In 
that case there was alleged a custom in the com- 
munity in question that the owner of real property 
should procure an abstract of title whenever he 
proposed to sell or in any manner encumber his 
real estate, and that it was also the custom, as the 
defendant well knew, for the person intending to 
lend money on mortgages on real estate to demand 
the production and delivery of an abstract of title, 
that it was the custom of the persons making such 
demand to rely upon such documents, and that 
the defendant not only knew this but also knew 
that such abstracts were meant to and did circu- 
late in the community and were relied upon by 
successive assignees of such property. The court 
sustained the demurrer of the defendant and held 
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that ‘‘a custom can not create a contract or liability 
where none otherwise exists.’ 

The furnishing by an accountant to his employer 
of extra copies of a balance-sheet should not be 
considered as an assumption by the accountant 
of a direct obligation to any third parties into whose 
hands copies of the balance-sheet might come, 
whether through delivery by the employer or other- 
wise. The responsibility for the delivery of a false 
balance-sheet should remain on the person who 
delivered it, especially if he knew it to be false. 
Such a delivery should not be considered as a re- 
publication by an accountant, the balance-sheet 
having passed beyond his control when he delivered 
it to his employer. The reliance on a copy of a 
balance-sheet by a stranger, into whose hands it 
may happen to come, should not create any obli- 
gation running from the accountant to the stranger. 

Certified balance-sheets are often printed and 
made a part of various kinds of documents, such 
as prospectuses offering bonds or stocks for sub- 
scription or sale, and annual reports of corpora- 
tions, and are even published as advertisements 
in newspapers of general and wide circulation. 
The printed copies of such a document which are 
distributed are unlimited in number and may reach 
innumerable persons who are strangers to the ac- 
countants. The number of transactions that may 
be affected because of the certified balance-sheet 
contained in such a document is incalculable and 
the amounts which may be involved in such transac- 
tions are without limit. If accountants are to be 
liable to all persons into whose hands a copy of 
such a document may come, the financial responsi- 
bility incurred would be beyond the means of any 
firm of accountants to meet. The professional 
opinion of accountants should not carry any such 
obligation. 


POINT VI 


Accountants should not be held liable for damages 
where fraud has been an inducing cause of a failure 
on the part of accountants to discover the truth, 
or where fraud of others has intervened between 
accountants and the person or persons deceived. 

There are three times when, with relation to 
the work of accountants, fraud of others may occur: 
(1) before the work of the accountants begins; 
(2) during the time when the accountants are work- 
ing; and (8) after the work of the accountants 
has been completed. It is interesting to note that 
fraud of others occurred with relation to the work 
of the accountants in this case at all three of the 
times above referred to, so making the case at bar, 
in this respect at least, a very unusual one. 


(1) Before the work of accountants begins is 
the time when fraud is usually perpetrated, if at 
all, in order to deceive the accountants in their 
work. This fraud may take the form of false 
entries or a failure to make entries or misrepre- 
sentation in connection with the value of assets. 
The methods by which such fraud is perpetrated 
are many and devious and if the fraud is skilfully 
done and executed it is most difficult, if not al- 
most impossible, to discover. With a system of 
loose-leaf accounting, whole pages may be sub- 
stituted without leaving physical trace of the de- 
ception. It becomes a battle of wits between ex- 
perts on the one side and experts on the other with 
the odds really in favor of the perpetrators of the 
fraud. Under such circumstances the audit may 
correctly reflect the books and records under ex- 
amination and yet may not correctly reflect the 
financial condition of the person or corporation 
whose books and records are being examined, and 
with respect to which the accountant gives his 
“opinion.” 

If accountants are to be held liable for failure 
to discover fraud, the next step will be to hold 
lawyers for failure to win cases. In almost every 
audit, as a practical matter, the accountants are 
engaged upon certain terms, they are given cer- 
tain instructions, their work is surrounded by cer- 
tain limitations. This is all understood in the 
business world and accountants are entirely within 
their professional rights and obligations in accepting 
such instructions and limitations unless there is 
reason to believe that they are given with ulterior 
motives and in order to cover or to promote wrong- 
doing. 

In the case at bar at least three instances of 
fraud occurred prior to the beginning of the audit: 
the posting of two credit items of $250,474 and 
$706,843.07 into the general ledger in November 
and December, 1923, respectively, both of which 
were fictitious, and the failure to make proper 
postings in the United Baltic account so that the 
account showed an account receivable by Stern & 
Co., instead of an account payable by Stern & Co. 


Actual fraud in connection with the taking of 
inventory is most difficult and often impossible 
to discover because of the fact that the inventories 
are almost universally taken before the audit be- 
gins and usually are not taken under the super- 
vision of the auditors. The most that can be 
done is to test the accuracy of the inventory by 
means of available books and records, but if these 
books and records are incorrect or false, the physi- 
cal check being entirely lacking, the chance of the 
discovery of fraud is greatly reduced. 
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To hold accountants liable for damages because 
of fraud perpetrated before the work of the ac- 
countants began, is to visit the penalty for the 
fraud upon parties who are innocent of its perpe- 
tration and who do not hold themselves out as 
infallible investigators or guarantors against loss. 


(2) During the time when the accountants are 
working is not the usual time for fraud to be perpe- 
trated in order to deceive accountants in their work. 
Where such fraud does occur it usually takes the 
form of false statements or false certificates given 
to accountants by the employer, or by employees 
of the employer, or by third parties who may be 
strangers. In the case at bar, two false certificates 
were given by the president and cashier of Stern & 
Co. to the accountants, and other false state- 
ments as to the books were made by the executive 
officers of Stern & Co. to the accountants. 


It is the custom of accountants to obtain state- 
ments in the shape of certificates or affidavits, 
from individuals who are personally acquainted 
with the facts as to inventories, accounts payable, 
accounts receivable, deposits, etc. Few men in 
responsible positions will sacrifice their integrity 
by making false statements of this kind, and if 
such statements, under usual circumstances, can 
not be accepted, the work of accountants would 
be prolonged beyond all reasonable limits. 


Accountants are very often instructed before 
beginning an audit that the audit need not com- 
prise a checking up with creditors of the accounts 
payable or with debtors of the accounts receivable. 
This practice is so usual that instructions from 
employers to that effect do not create suspicion. 
Sometimes reference to instructions given is made 
in the certificate of accountants and in the case 
at bar notice that instructions were given should 
be considered as falling within the statement that 
the balance-sheet was in accordance with “‘infor- 
mation and explanations” given. In such cases 
certificates and statements are requested from per- 
sons in the organization whose books are being 
audited having knowledge of the facts in ques- 
tion. 


In those cases, however, where statements are 
requested from third parties it is quite conceivable 
that such statements also may be fraudulent, and 
to make the matter still more difficult, it is also 
quite conceivable that there may be an inter-play 
of fraud between the employer, or the employees 
of the employer, on the one side, and the debtors 
or creditors on the other side, each dovetailing 
with the other. In such event the accountants 
would be between two fires which would make even 
more difficult their work of discovering the truth. 
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It is beyond all reasonable bounds to hold them 
liable for damages in case they should not be able 
to work themselves out of such a difficult position, 
with all parties from whom help might be expected 
combined against them. 


(3) After the work of the accountants has been 
completed is a time when fraud is sometimes per- 
petrated by the delivery of a false balance-sheet, 
or audit or report, with the intention that it shall 
be relied on, as occurred in the case at bar when 
the officers of Stern & Co. delivered a copy of the 
balance-sheet and the accountants’ certificate to 
the plaintiff on February 26, 1924. 

This fraud was quite distinct from the frauds 
perpetrated by the representatives of Stern & Co. 
before the audit began and during the time of the 
audit and occurred between the time when the 
audit was finished and the time when it was re- 
lied upon by the plaintiffs. Such fraud is some- 
times called an intervening cause or more particu- 
larly even intervening fraud. 


In other words, neither the fraud of the employees 
of Stern & Co. before the audit, nor the fraudulent 
statements and certificates of the officers of Stern & 
Co. during the audit, would have caused any 
damage to the plaintiff or anyone else had there 
not been, after the audit was finished, deliberate 
and intentional intervening fraud on the part of 
an officer of Stern & Co. in delivering a balance- 
sheet which he knew to be false, to a prospective 
lender as the basisofaloan. Here is an independent 
act, and an act which was the real cause of the loss 
suffered by the plaintiff. 


Where there is privity of contract or direct re- 
lationship between accountants and a lender, the 
presence or absence of such an intervening cause 
or intervening fraud might not be important be- 
cause of the obligation and duty of the accountants 
which would exist with reference to the persons 
with whom they were in privity of contract or di- 
rect relationship. If, however, there is no such 
privity or relationship, it is the fraudulent act of 
the employer of the accountants, in this case as > 
borrower, which is the inducing and real cause of 
the loss. 


The doctrine of intervening cause is well estab- 
lished and need not be elaborated here. Laidlaw v. 
Sage, 158 N. Y. 73 (1899); Lowery v. Western Union 
Telegraph Company, 60 N. Y. 198 (1875); Saugerties 
Bank v. Delaware & Hudson Co., 236 N. Y. 425 
(1923); The Lusitania, 251 Fed. 715 (1918); Jex v. 
Straus, 122 N. Y. 293 (1890). 


All these cases were dependent upon whether or 
not the act complained of was the proximate cause 


of the injury, and this doctrine of intervening cause 
or intervening fraud or proximate cause, whichever 
it may be called, should be considered in deter- 
mining whether accountants, particularly where 
there is no privity of contract or direct relationship, 
shall be held liable for loss suffered where such fraud 
has occurred. 

The incentive to an accountant to exercise the 
care and skill which is required and expected gener- 
ally from accountants can well be left to the loss 
of prestige which will inevitably follow if account- 
ants constantly fail to discover the truth when per- 
haps it should have been discovered, and to the 
increase in reputation which will inevitably follow 
upon the proper performance of their work by 
accountants, so creating a record and a goodwill 
which will become, as with all professional men, their 
stock in trade and their capital upon which their 
future business will be built. 

Accountants under well accepted principles are 
not liable to their employer whose fraud is the in- 
ducing cause of a failure on the part of the account- 
ants to discover the truth. Accountants should 
not be liable to strangers for the fraud of an em- 
ployer, or of anyone else whose fraud is the in- 
ducing cause of a failure on the part of account- 
ants to discover the truth. A stranger should 
not be able to profit at the expense of account- 
ants by the fraud of an employer through whom 
he takes. A stranger should not be able to profit 
at the expense of accountants by the fraud of any- 
one else, for whom the accountants are not respon- 
sible. 

If this is not to be the rule, then the necessity of 
limiting the liability of accountants to those with 
whom they are in privity of contract or direct re- 
lationship, as contended for in his brief, becomes 
even more important. A limitation of obligation 
to those with whom they are in privity of contract 
or direct relationship will leave accountants liable 
only to those persons whom they know and whose 
claims are not based on their own fraud or on the 
fraud of others over whom the accountants have 
no control. 


POINT VII 


On the grounds of equity and of expediency the 
liability of accountants should not be extended 
beyond the formerly well recognized limits. 


There has been undoubtedly a trend in the courts 
in the United States and, particularly, in the courts 
of the state of New York, towards enlarging the 
liability of persons who make statements or give 
certificates with reference to facts upon which 
others rely. The Glanzer case decided in 1922, 
the International Products Company case decided 
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in 1927, and the Doyle case decided in 1930, indicate 
this trend. These cases seem either to be decided 
upon principles differing from those referred to in 
the case of Seaver v. Ransom, 224 N. Y. 233 (1918), 
or to have gone beyond those principles. How far 
should this court change by judicial interpretation 
the limits of the old common law rule in this con- 
nection in order to meet present day business con- 
ditions? So far, this court has not changed the 
doctrine of privity of contract as applied to pro- 
fessional men or as applied to transactions which are 
not susceptible of such positive and certain deter- 
mination as are the weighing of beans, the declara- 
tion of location and the counting of securities. It is 
respectfully submitted that if a radical change is 
to be made, it should be made by statute rather 
than by judicial interpretation. 

We presume in the last analysis that the deter- 
mination as to how far old and well-established com- 
mon law rules of this character should be changed 
is a matter of equity and expediency. If this 
is so, the question is, is it equitable and expedient 
to make an accountant liable to a person with 
whom he has had no contractual or direct relation- 
ship of any kind, where the moral risk can not be 
gauged, where the financial risk is dependent upon 
something over which he has no control, where the 
number to whom he may be liable is uncertain, 
where the purpose for which the certificate is to be 
used is unknown, where no opportunity is given to 
determine whether the character of the investiga- 
tion is appropriate considering the amount and the 
risk involved, and where it is uncertain what amount 
of care will be exercised by the person acting on the 
faith of a statement by the accountant. 

Apart from the special equities involved in the 
case at bar, because of the qualification in the cer- 
tificate and the fraud practised on the defendants 
by the officers of Stern & Co., if it should be held 
that these defendants are liable, by reason of their 
negligence, for loss sustained by anyone relying 
on their certificate, such liability would result 
practically in the abolition of the practice of the 
profession of accountancy as it is now practised 
in thiscountry. Under such circumstances account- 
ants would be obliged to proceed with such care and 
exactness, irrespective of the amount involved, that 
the cost would be so great as to render it not feasible 
to employ them, at least upon present terms, and 
the admittedly valuable service of accountants would 
be either discontinued or seriously hampered. This 
seems to be the point of view taken by Mr. Justice 
Finch in his dissenting opinion in the appellate 
division in this case. 

That expediency is still an important factor in 
the development of the law of the state of New York 
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is recognized and emphasized in the recent case of 
Moch Company v. Rensselaer Water Company, 
247 N. Y. 160 (1928), where it was held that a 
water company was not liable for negligence to 
individual property owners who might be damaged 
by fire because of the failure of the water company 
properly to supply water to the scene of the fire. 
The relationship of the water company to its cus- 
tomers was held to be a contractual relation with the 
city which did not extend to anyone else, although 
it was evident that the residents of the city would 
have to rely upon the proper performance by the 
water company of its duty in the supplying of water. 
It was held that the failure to perform such a duty 
under those circumstances was not actionable on 
the part of property owners and, as there was no 
duty to property owners imposed by statute, dam- 
ages suffered by property owners could not be re- 
covered against the water company. 

It is stated in the opinion of the court in that 
case that in a broad sense every city contract is 
for the benefit of the public but that such benefit 
must be one that is merely incidental and secondary; 
it must be primary and immediate in such a sense 
and to such a degree as to bespeak the assumption 
of a duty to make reparation directly to the indi- 
vidual members of the public if the benefit is lost. 
The court says in this connection: 


“The field of obligation would be expanded 
beyond reasonable limits if less than this were to 
be demanded as a condition of liability (p. 164). 
* * * An intention to assume an obligation of 

indefinite extension to every member of the public 
is seen to be the more improbable when we recall 
the crushing burden that the obligation would 
impose * * * (p. 165). A promisor will not be 
deemed to have had in mind the assumption of a 
tisk so overwhelming for any trivial reward’ 
(p. 166). 


Further this court in the Moch case held that an 
action against the water company was not main- 
tainable as one for a common law tort. In this 
connection the court stated, in denying the claim 
that a water company should be liable not only to 
the city but to dependent householders: 


“The assumption of one relation will mean the 
involuntary assumption of a series of new re- 
lations, inescapably hooked together. Again 
we may say in the words of the supreme court 
of the United States, ‘The law does not spread 
its protection so far’ * * *”’ (p. 168). 


Of course the negligence of a water company is 
of a different character from the negligence of an 
accountant, but, while the negligence of a water 
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company is held to be the denial of a benefit instead 
of being the commission of a wrong, the negligence 
of an accountant, not involving malicious intent, 
is the omission of taking proper care rather than 
the commission of a wrongful act, and to that ex- 
tent it may be said that there is an analogy between 
the two. 

Speaking of liability for negligent language, 
Jeremiah Smith in 14 Harvard Law Review, 184, 
194 said: 


“It must be conceded that such a wide rule 
of liability would be fraught with evil conse- 
quences. If the law is really reduced to the 
alternative, either of denying remedy in cases 
like Peek v. Derry, or of admitting remedy for 
all careless statements followed by damage, it 
would undoubtedly be better to adopt the former 
alternative and refuse to allow remedy under any 
conceivable circumstances for negligent misstate- 
ments. But the law is not bound to take one of 
the horns of this dilemma, nor would such a course 
be sustained by analogy. Thus, the law allows 
in some cases an action for deceit, but does not 
give such an action for all lies. So the law treats 
certain defamatory words as actionable per se, 
but does not so regard all defamatory charges. 
The guiding principle of the courts is not logic, 
nor yet legal symmetry, but expediency. And 
there are strong grounds of expediency for adopt- 
ing the rule we have suggested; and for refusing 
to entirely assimilate the duty of care in the use 
of words to the duty of care in the use of chattels.” 


In the case of Jaillet vy. Cashman, 115 Misc. 383, 
affirmed 202 App. Div. 805, and 235 N. Y. 511 
(1923), without opinion, which was a case of a 
ticker service giving wrong information to a client 
of a firm who subscribed to the service, it was stated 
by the trial court in its opinion on page 384: 


“There is moral obligation upon everyone 
to say nothing that is not true, but the law does 
not attempt to impose liability for a violation 
of that duty unless it constitutes a breach of 
contract obligation or trust, or amounts to a 
deceit, libel or slander. Theoretically, a different 
rule might be logically adopted, but as a matter 
of practical expediency such a doctrine seems 
absolutely necessary. There is no privity be- 
tween this plaintiff and the defendant. He is 
but one of a public to whom all news is liable to be 
disseminated. His action can be sustained only 
in case there was a liability by the defendant to 
every member of the community who was misled 
by the incorrect report. There was no contract 
or fiduciary relationship between the parties, 
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and it is not claimed that the mistake in the report 
was intentional.” 


Here again reference should be made to the pro- 
fessional character of the service of an accountant, 
the performance of whose service involves the per- 
formance of certain acts and the omission to perform 
certain other acts, all of which are the subject of 
judgment and, it may be, of differences of opinion. 
To make such acts and omissions the basis of li- 
ability to strangers and to the public would be 
extending the rule of liability for the spoken and 
written word further than it has been extended be- 
fore and to a class of work to which it has never 
before been extended. 

The case at bar brings squarely to this court the 
necessity of determining again the limits to which 
the doctrine established in the Glanzer case should 
be expanded. To hold professional men, and those 
conducting a business which in its nature is similar 
to professional work, liable to persons other than 
those, either to whom they have rendered a ser- 
vice or with whom they have come into direct re- 
lationship, and liable to an unlimited number of 
persons in an unlimited amount, and perhaps for 
an unlimited time, would, it is respectfully sub- 
mitted, be neither equitable nor expedient. 


reversed and the order and judgment of the trial 
court should be affirmed. 


This brief has been submitted to the president 
and directors of The New York State Society of 
Certified Public Accountants, which is a New York 
organization with a large membership consisting 
exclusively of certified public accountants of this 
state, and has their approval. 

It is respectfully requested that this endorse- 
ment may be accepted by the court as an indica- 
tion of the interest of such organization in the 
case at bar, without the formality of an applica- 
tion for leave to submit another brief as amicus 
curie. 


Dated, November 20, 1930. 


Respectfully submitted, 
AMERICAN INSTITUTE OF ACCOUNTANTS, 
as Amicus Curie, 
By Hutcuins & Topp, 
Attorneys. 
RoceEr S. BALDWIN, 
of Counsel. 


J. Harry CovINctTon, 
General Counsel for 
American Institute of Accountants. 


POINT VIII KENNETH McEwen, 
The order and judgment of the appellate division General Counsel for 
reversing the decision of the trial court in setting The New York State Society of 
aside the verdict in favor of the plaintiff should be Certified Public Accountants. 
STATE LEGISLATION 


The flood of attempted accountancy legis- 
lation, which is commonly expected during 
the unevenly numbered years when most of 
the state legislatures are in session, has made 
its appearance this year. Bills affecting the 
practice of accounting and the regulation of 
practitioners have been introduced in Cali- 
fornia, Indiana, Minnesota, Nebraska, New 
Hampshire, New York, Oklahoma and South 
Dakota. Similar bills are said to be under 
consideration by accountants in Connecticut, 
Montana, North Carolina, North Dakota, 
Ohio, Texas and Washington. 

The bills are of varied nature. Many of 
them are of the so-called two-class type 
with restrictive features, but there is wide 
variation among their different provisions. 

In at least three cases bills have been in- 
troduced without any restrictive features, in 
principle following the model accountancy 
bill promulgated by the American Institute 
of Accountants in 1926, and their introduc- 
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tion at this time is believed to be actuated 
by a desire to place the issuance of C. P. A. 
certificates under control of a board of pro- 
fessional accountants. 

The committee on state legislation of the 
American Institute has been urging the 
elimination of provisions in various bills 
which appear unduly to restrict interstate 
practice. Broad provisions for recognition 
of certificates of other states are advocated 
by the Institute’s committee. 

Other bills indirectly affecting account- 
ancy have been reported by several states 
and a description of these bills is included in 
the following summary of legislation pend- 
ing when this Bulletin goes to press. 


Alabama 


A bill to improve the state auditing system 
was introduced in the Alabama legislature 


early in January. It speedily passed both 
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houses of the legislature and received the 
approval of the governor before the end of 


the month. 
Arkansas 


In Arkansas a bill has been introduced, 
under the designation of house bill No. 171, 
to create a “highway audit board.’”’ No 
action on this bill has been reported. 


California 


House bill No. 695, introduced in the Cali- 
fornia legislature January 21st, would re- 
strict the practice of public accounting to 
persons licensed as public accountants or 
expert accountants. The bill provides con- 
ditions under which such licences may be is- 
sued, including an examination, and also pro- 
vides for recognition of licences of public 
accountants of other states having equiva- 
lent standards. A section of the bill stipu- 
lates that none of its provisions shall be 
construed to prevent the practice of public 
accounting by certified public accountants 
whose certificates had been issued or would 
be issued under the C. P. A. law of 1901. 
The effect of the bill apparently would be 
to create a situation similar to that in Illinois 
where there are two separate statutes, one 
providing for the issuance of C. P. A. certi- 
ficates and the other for the licensing of 
public accountants. The bill has been re- 
ferred to the committee on governmental 
efficiency and economy but no action has 
been reported. This bill is opposed by the 
California State Society of Certified Public 
Accountants. 

California house bill No. 1242 would 
amend the existing C. P. A. law by increasing 
the fee for annual renewal of C. P. A. certifi- 
cates from $1 to $5. 


Delaware 


House bill No. 11 in Delaware provides 
for the installation of an accounting system, 
presumably for the state government. 


Indiana 


Indiana house bill No. 370 is designated 
as a bill to create an accountancy board for 
the purpose of licensing public accountants. 
No copy of the bill has yet been received 
and there has been no report of its provisions. 

A bill designated as house bill No. 30, 
which passed the assembly January 26th, 
would make it a prison offense to obtain 


credit on the basis of false financial state- 
ments. 

It has also been reported that a bill has 
been proposed which would authorize bank 
examinations by certified public accountants 
in place of state bank examiners. 


Minnesota 


Two accountancy bills have been intro- 
duced in Minnesota, one, it is said, at the in- 
stance of the Minnesota Society of Certified 
Public Accountants and the Minnesota As- 
sociation of Public Accountants, although 
reports indicate that there is a difference of 
opinion among the non-certified practitioners 
about the desirability of the bill. This bill 
is of the regulatory type, providing for two 
classes of practitioners but closing registra- 
tion of non-certified public accountants 
after a specified period, with the intention 
that ultimately only certified public ac- 
countants will practise the profession in 
Minnesota. 

House bill No. 173 would restrict the prac- 
tice of public accounting to persons licensed 
as public accountants. Nothing in the bill 
would affect the C. P. A. law of 1909. This 
bill is in general similar to house bill No. 
695 in California, which has been described 
in a preceding paragraph, and several sec- 
tions are identical in phraseology. Both 
bills resemble the public accountant law of 
Illinois. 

Another bill of interest to accountants 
has been introduced in Minnesota. It 
would authorize the employment of pro- 
fessional accountants to audit the accounts 
of towns, counties and school districts. 


Nebraska 


Nebraska house bill No. 79, introduced 
in the legislature January 26th, is designated 
as a bill to create a state board of account- 
ancy. Noinformation has yet been received 
as to the nature of the bill. 


New Hampshire 


An accountancy bill closely resembling the 
model bill of the American Institute of Ac- 
countants has been introduced in the New 
Hampshire legislature under the designation 
of senate bill No. 24. The present New 
Hampshire law is administered by the state 
bank commissioner, while under the pro- 
posed law a board of accountancy composed 
of members of the profession would have the 
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power to conduct examinations and issue 
C. P. A. certificates under specified condi- 
tions. 


New Jersey 


Several bills have been introduced in the 
New Jersey legislature at the instance of the 
Abell audit and finance commission, dealing 
with audits of the accourits of governmental 
units. 

Some of the bills have provoked opposi- 
tion by the Society of Certified Public 
Accountants of the State of New Jersey. 
The existing law provides for registration of 
official auditors for municipalities, known as 
municipal accountants, whose licences are 
issued by the department of municipal ac- 
counts. Under the proposed bills this de- 
partment would be a separate department 
of the state government and would appoint 
municipal auditors for specific engagements 
and would fix their compensation. The New 
Jersey society is reported to favor the existing 
law regarding audit of municipalities, but 
points out that there is a sufficient number of 
certified public accountants in the state ade- 
quately to perform the work of auditing 
records of municipalities, and urges that 
municipalities be free to choose their audi- 
tors. 


New York 


A two-class, regulatory accountancy bill 
has been introduced simultaneously in both 
houses of the New York legislature. The 
bill is opposed by the New York State So- 
ciety of Certified Public Accountants, and 
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after consideration of the text of the bill the 
committee on state legislation of the Ameri- 
can Institute of Accountants has also an- 
nounced its disapproval of the proposed 
measure. The bill would give state recogni- 
tion to a class of public accountants, which 
would include federal, state and municipal 
employees, as well as principal officers of 
corporations. It is believed that the value 
of the New York C. P. A. certificate would be 
materially weakened by enactment of the 
proposed law. Its provisions would include 


uncertified accountants in the membership ~ 


of the state board of accountancy, the coun- 
cil on accountancy and the committee on 


grievances. 
Oklahoma 


The Oklahoma accountancy bill is not © 
restrictive except in so far as the use of the © 


title “certified public accountant” is con- 
cerned. 


board composed of members of the profes- 
sion and to elevate standards of requirements 
for the C. P. A. certificate. A late report 
indicated that the bill had passed the 
senate but had been killed in the house. 


South Dakota 


South Dakota house bill No. 17 would re- 
place the present accountancy law of the 
state. The new bill provides for appoint- 
ment of a board of accountancy consisting of 
certified public accountants, while the pres- 
ent accountancy law is administered by 
state officers. The bill passed the house 
January 22nd and the senate January 23rd. 


HERE AND THERE 


Announcement has been made that Robert 
J. Donovan and Louis J. Portnoy have been 
admitted to partnership in the firm of Isen- 
berg, Purdy & Co., Detroit. 


Lawrence Scudder & Co. and Miller 
Franklin & Co. announce the combination 
of their offices and staffs. 


Clem W. Collins delivered an address on 
the issuance of treasurer’s certificates before 
a state conventiontion of county treasurers 
held in Denver, Colorado, on December 
17th. 


C. L. Kelly, of Eugene, Oregon, has co- 
operated with a committee which prepared 
a uniform system of accounts at the request 
of the secretary of state of Oregon. The 
chairman of the committee was Conda J. 
Ham of Portland, who is also a member of 
the Institute. 


Edward P. Moxey, Jr., head of the depart- 
ment of accounting, Wharton school, Uni- 
versity of Pennsylvania, delivered an address 
before the Baltimore chapter of the National 
Association of Cost Accountants on the 
evening of December 16, 1930, on ‘‘Methods 
of accounting for burden.” 


It is designed chiefly to place the 
control of the profession in the hands of a © 
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